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Abstract
The present paper analyzes the determinants of proﬁt persistence
using a newly developed methodology that allows for the persistence
parameter to vary with time. It therefore addresses a signiﬁcant limita-
tion of previous persistence models, which have assumed unrealistically
that persistence is ﬁxed over relatively long period of 20 years upwards.
The concentration and the size of the industry are found to have a sig-
niﬁcant positive impact on proﬁt persistence. However, at ﬁrm level,
market share and risk have surprisingly a negative impact on proﬁt
persistence.
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Since the late 1970s a growing and fruitful literature developed aiming at an-
alyzing the persistence of proﬁts and its determinants. The basic idea behind
what later became known as the “persistence of proﬁts” (POP), is that for
reasons like entry and exit barriers, ﬁrst mover advantages or external shocks
ﬁrms might earn proﬁts that are substantially above or below the norm over
longer time periods. The main purpose of the POP literature is to study how
fast and to what extent this exceptional positive or negative returns are re-
duced and to uncover the driving forces behind.
The present paper aims to use a newly developed methodology (Crespo and
Gschwandtner forthcoming) in order to examine the inﬂuence of industry-
and ﬁrm determinants upon proﬁt persistence. The impact of industry and
ﬁrm characteristics has been extensively analyzed before. Schmalensee (1989),
Scherer and Ross (1990), and Martin (2002) are just three examples for sur-
veys that summarize empirical studies analyzing the impact of industry and
ﬁrm characteristics upon proﬁtability. Although the main focus of analysis has
usually been proﬁt data from highly developed countries, some studies also an-
alyze proﬁt data from emerging markets (see for example Kambhampati, 1995,
for India or Yurtoglu, 2004, for Turkey).
What all these previous studies have in common is the fact that for each com-
pany or industry just one proﬁt persistence measure for the whole time-span
has been estimated while the explanatory variables usually were just averages
over the analyzed period. The present methodology allows for the proﬁt per-
sistence estimate to vary with time and to determine more precisely which
industry or ﬁrm characteristics characterize a persistent proﬁtable ﬁrm. Is it
the ability of the ﬁrm to grow and to obtain a large market share or is it just
the aﬃliation to a speciﬁc industry that makes a ﬁrm more successful? These
are important questions that are of high interest equally to theoreticians and
practitioners.
The paper contributes to the literature by addressing a signiﬁcant limitation
of previous persistence models, which have assumed unrealistically that persis-
2tence is ﬁxed over relatively long period of 20 years upwards. Instead of using
the two-step procedure which is commonly applied in the literature, where
time-invariant persistence parameters are estimated for individual ﬁrms the
present paper exploits the time dimension of the dataset by estimating an au-
toregressive speciﬁcation with interaction eﬀects in the persistence parameters.
At industry level the results conﬁrm the Chamberlinian hypothesis that pre-
dicts higher proﬁt persistence in small and concentrated industries. However,
at ﬁrm level the results are rather surprising: market share and risk are found
to be negative determinants of proﬁt persistence.
The structure of the paper is as follows. Section two presents the new developed
methodology and its advantages compared to the main methodology used until
now. Section three introduces the data and the empirical results. Section four
concludes.
2 Proﬁt persistence and ﬁrm characteristics:
Methodology
Since the seminal contribution by Mueller (1986), the dynamics of company
proﬁts tend to be speciﬁed as an autoregressive process, usually of ﬁrst order.
Geroski (1990) provides a theoretical justiﬁcation for such an empirical speci-
ﬁcation, based on the assumption that proﬁts depend on the threat of entry in
the market, which in turn depends on past proﬁts. This implies that ﬁrm i’s
proﬁt rate (¼i;t), deﬁned as the percentage deviation from the average proﬁt
across ﬁrms in time t can be thought of as being the realization of the data
generating process given by
¼i;t = ®i + ¸i¼i;t¡1 + "i;t; (1)
where ¸i (assumed in principle to lie in the (-1,1) interval) is the short-run
persistence parameter and "i;t is assumed to be a white noise disturbance
term.1 The unconditional expectation of ¼i;t (the long-run projected proﬁt
1A number of contributions to the literature on persistence of proﬁts deal with the exis-
tence of unit roots in proﬁt data. Empirical investigations dealing with large sets of ﬁrms
3rate for ﬁrm i) in (1) is given by ¼¤
i = ®i=(1 ¡ ¸i). While the competitive
environment hypothesis would imply zero long-run projected proﬁt rates, the
empirical literature on modelling proﬁt rates tends to ﬁnd signiﬁcant diﬀer-
ences in ¼¤
i across ﬁrms. The aim of this study is to empirically assess the
potential determinants of the diﬀerences in proﬁt persistence, deﬁned as both
¸i (short-run persistence) and ¼¤
i (long run persistence). In order to carry out
such an analysis, a simple generalization of (1) is proposed, where both ®i and
¸i are functions of a set of economic variables, Xi;t and Zi;t, respectively, so
that
¼i;t = ®(Xi;t) + ¸(Zi;t)¼i;t¡1 + "i;t: (2)
This speciﬁcation allows us to evaluate the impact of changes in the variables
included in Xi;t and Zi;t on both short-run proﬁt persistence, by studying the
eﬀect of changes in Zi;t on ¸(Zi;t), and long-run persistence, by analyzing the
elasticity of ®(Xi;t)=[1¡¸(Zi;t)] to the elements of Xi;t and Zi;t. If the relation-
ships implied by ®(Xi;t) and ¸(Zi;t) are linear, (2) can be estimated directly
using the variables in Xi;t as explanatory variables, together with interactions
of the variables in Zi;t with ¼i;t¡1.
Despite the simplicity of the speciﬁcation in (2) for the case of linearity of the
®(¢) and ¸(¢) functions, most of the empirical literature on the determinants
of proﬁt persistence uses a two-step procedure in order to estimate the eﬀects
of Xi;t and Zi;t on ¸i and ®i=(1¡¸i). In a ﬁrst step, (1) is estimated for each
one of the proﬁt series available. Using the estimates of ¸i and ®i=(1 ¡ ¸i)
from (1), the eﬀect of other variables on these measures of persistence are then
estimated by regressing these estimates on the group of variables which are
assumed to aﬀect them. If the variables do have an eﬀect on proﬁt persistence
in the form speciﬁed in (2), it is obvious that this procedure is suboptimal as
compared to estimating (2) directly. In the ﬁrst step, if (2) is the data gener-
ating process but (1) is estimated, ˆ ¸i will be biased due to omitted variables
in the speciﬁcation, and this will have also an eﬀect on the estimates of the
tend to report that a signiﬁcant proportion of the proﬁt series present unit root behaviour.
See Crespo Cuaresma and Gschwandtner (2005) for a brief survey of the literature on unit
roots in proﬁt data and a potential explanation of the source of nonstationarity.
4eﬀects of other variables on ¸. The problem is especially serious if the eﬀect of
Zi;t implies a time-varying ¸i but the scientist (since he or she just obtained
a single ¸i per company) estimates the eﬀect in the second stage making use
exclusively of the cross-ﬁrm diﬀerences in Zi;t.
A small experiment allows us to grasp the quantitative eﬀect that the two-step
procedure could have on the elasticities of ¸ to the variables in Zi;t. Assume
that the data generating process is given by
¼i;t = ® + (¸0 + ¸1zi;t)¼i;t¡1 + "i;t; (3)
and that ® = ¸0 = ¸1 = 0:5 and "i;t » N(0;0:1). Let us consider two diﬀerent
experimental designs. In the ﬁrst one, zi;t is constant for a given company i
(zi;t=zi), and in the second one zi;t is time varying. The values of z are drawn
from a uniform (0,1) distribution. We simulate 100 series of 50 observations
of ¼i;t, and estimate (3) both directly (that is, with an interaction of zi;t and
¼i;t¡1) and using the two-step procedure. Table 1 summarizes the results of
1000 estimations of ¸1, the eﬀect of zi;t on the persistence parameter of ¼i;t.
The suboptimal eﬃciency of the two-step estimation can be easily recognized
in the table. In the case of a constant zi variable, the standard deviation of
the estimate for the two-step estimation is three times higher than for direct
estimation, and the estimate is biased by more than 1%. The problems of the
two-step method are much more serious in the setting with a time-varying zi
variable, with a standard deviation which is more than 200 times bigger than
in the case of direct estimation.
Table 1: Estimation of eﬀects on persistence
Constant ﬁrm speciﬁc zi Time varying ﬁrm speciﬁc zi;t
Direct estim. Two-step proced. Direct estim. Two-step proced.
Mean ˆ ¸ (% bias) 0.500 (0.015%)* 0.506 (1.251%) 0.500 (-0.002%) 0.491 (-1.856%)
Maximum 0.508 0.533 0.504 1.225
Minimum 0.491 0.473 0.495 -0.122
Standard dev. 0.003 0.009 0.001 0.214
5For each setting (constant ﬁrm eﬀects versus time varying ﬁrm eﬀects) the results are based
on 1000 estimations, each one based on 100 series of 50 observations generated by (3).
¤If we would have inﬁnitely many series this bias would go asymptotically to zero.
3 Empirical setting and results
3.1 Variables aﬀecting proﬁt persistence
In this section we will estimate model (2) using proﬁt data and both industry
and ﬁrm characteristics for 156 US companies in the period 1950-1999. We will
assume that the ®(¢) and ¸(¢) functions are linear on Xi;t and Zi;t, respectively,
so that the econometric speciﬁcation can be written as
¼i;t = ®0 +
¯ x X
i=1
®ixi;t + (¸0 +
¯ z X
i=1
¸izi;t)¼i;t¡1 + "i;t; (4)
where some variables in the Xi;t and Zi;t may be similar. Several variables
at the ﬁrm and industry level have been identiﬁed in the literature as factors
aﬀecting proﬁt persistence. The following variables were used as potential
explanatory variables in the model given by (4).2
Concentration measures
Incumbents in highly concentrated industries might have the ability to prevent
entry and therefore might be able to enjoy a higher degree of proﬁt persistence.
A positive relationship between concentration and diﬀerent measures of prof-
itability has been found in several studies. Gschwandtner (2005) ﬁnds a small
and positive coeﬃcient for the concentration variable when studying the de-
terminants of proﬁt persistence using US data. Yurtoglu (2004) also ﬁnds a
signiﬁcantly positive coeﬃcient for the concentration variable when analyzing
its impact on both short run and long run proﬁt persistence measures, as does
Kambhampati (1995) also, albeit at the 10% level of statistical signiﬁcance. It
should be noticed, however, that ﬁrms in highly concentrated industries might
2Although some other variables have been claimed to be related to proﬁt persistence in
the literature, data availability at the ﬁrm level limits our choice of potential explanatory
variables to those described below.
6want to hold prices low in order to retard entry. Scherer and Ross (1990)
argue that it is not clear whether the relationship between proﬁtability and
concentration is a positive one, since companies in the industry keep prices
high in order to increase proﬁts, a negative one because they keep prices low
in order to deter entry, or not signiﬁcantly diﬀerent from zero because the two
eﬀects cancel out. Ravenscraft (1983), Martin (2002), and Maruyama (1992)
found for example that industry concentration had a negative impact on prof-
itability when market share was also included as an explanatory variable in
the model. Mueller (1986, 1990) adds to the studies ﬁnding a negative rela-
tionship between proﬁtability and concentration for US data. It it is argued
that nonprice competition increases with concentration and this lowers proﬁts.
Industry size
One might expect that the larger the number of establishments in the industry
the higher the volatility of proﬁts, the stronger the competition and therefore
the less proﬁt persistence is to be found. In principle, a negative relationship
between the two measures of persistence and the size of the industry is ex-
pected. Using US data, Kessides (1990) ﬁnds a negative relationship between
the number of ﬁrms in an industry and the short run persistence of proﬁts,
however Gschwandtner (2005), using a larger dataset in the time dimension,
does not ﬁnd a signiﬁcant relationship between size of the industry and proﬁt
persistence.3
Industry growth
Changes in the size of the industry may also be an important factor in ex-
plaining proﬁt diﬀerentials, although its net eﬀect remains ambiguous at a
theoretical level. In industries with rapid growth it might be more diﬃcult
for incumbents to maintain their market share and oligopolistic discipline, and
thus subsequently proﬁts and their persistence might decrease. On the other
hand, if output is growing fast, ﬁrms are not under pressure to reduce prices
in order to increase sales and therefore proﬁt diﬀerentials might be maintained
over time. Empirical studies (see Kessides, 1990, and Gschwandtner, 2005,
3Kessides (1990) uses industry proﬁt data.
7for the US or Kambhampati, 1995, for India) tend to isolate this latter eﬀect.
Other examples of studies that ﬁnd a positive relationship between industry
growth and diﬀerent measures of proﬁtability are Comanor and Wilson (1974),
Fisher and Hall (1969), Esposito and Esposito (1971) and Coate (1989).
Market share
Market share (MS) is maybe theoretically the most important ﬁrm-determinant
of proﬁtability. The relationship between market share and proﬁtability has
often been found to be positive and highly signiﬁcant. One of the earliest
eﬀorts is due to Shepherd (1972). His main result is that market share has a
signiﬁcant positive eﬀect on ﬁrm proﬁtability and this result is supported by
recent work using ﬁrm data. Mullin et al. (1995) ﬁnd a small but signiﬁcant
impact of market share on the rate of return. Marion et al. (1979) ﬁnd a
strong and signiﬁcant positive eﬀect of market share on price. Several other
examples could be given. However, if market share is a proxy for diversiﬁcation
the positive relationship might be reversed since most studies ﬁnd a negative
correlation between proﬁtability and diversiﬁcation.4
Firm’s growth
The impact of the growth rate of the ﬁrm (GRWSales) on proﬁtability is
not always unambiguous but in general seems to be positive. In the present
study growth is measured as the growth rate of the company’s sales. Yurtoglu
(2004) found a positive impact of ﬁrm’s growth on long run proﬁt persistence
but signiﬁcant only at 10%.
Firm’s size
In order to control for size the total assets (Size) were also included in the
regression. As in the case of sales growth the eﬀect of size might be positive or
negative. A big ﬁrm might have reached its present size because of constant
superior performance. At the same time there is evidence of the ineﬃciency of
large ﬁrms. Yurtoglu (2004) and Gschwandtner (2005) did not ﬁnd a signiﬁ-
4See for example Ravenscraft (1983) or Lang and Stulz (1994) and their citations.
8cant impact of the size of the ﬁrm on proﬁt persistence.
Risk proxies
Part of the diﬀerences in proﬁtability and proﬁt persistence may be due to
diﬀerences in risk. Yurtoglu (2004) shows that Turkish ﬁrms with the highest
proﬁt rate are also those with the highest variability in accounting proﬁts.
However, if barriers to entry are strong then the possibility exists that ﬁrms
with low variability in proﬁts have also high proﬁt rates. Gschwandtner (2005)
ﬁnds a small negative coeﬃcient of the risk measure, which is marginally sig-
niﬁcant. Mueller (1986) constructs one type of risk measure (among others)
based on the covariance of a ﬁrm’s returns with those of other ﬁrms. This
risk measure has a negative and signiﬁcant impact on proﬁt persistence. The
proﬁts of companies with persistently above-normal returns seem to vary less
over the business cycle than do the proﬁts of the average ﬁrm and the proﬁts
of persistently below-normal companies exhibit greater than normal procycli-
cal variability. Reverse causality between proﬁts and risk may explain this
result. Firms with low proﬁtability are forced to take risks to try to raise their
proﬁtability levels and ﬁrms with persistent proﬁts seem to be associated with
lower risk. Mueller (1986) argues that if this reverse causality explanation for
the negative association between projected proﬁts and systematic risk is cor-
rect, then the negative coeﬃcient of risk is further conﬁrmation of the existence
of persistent proﬁt diﬀerences, and of the existence of permanent impediments
to competition. Several other examples of studies that ﬁnd a negative correla-
tion between proﬁtability and risk can be given: Ben-Zion and Shalit (1975),
Bothwell and Keeler (1976), Bowman (1980, 1982) and Harris (1986).5
5Ideally, more industry and ﬁrm characteristics could have been used in order to explain
proﬁt persistence. Exports and imports have often been found to be related to proﬁtability
(see for instance Yurtoglu, 2004). Imports are expected to have a negative impact on
persistence since they represent the most immediate new entry in the domestic markets
and a high level of imports will reduce domestic margins. A large number of other ﬁrm
characteristics have been found to be related to the persistence of proﬁts. The share of
exports in total sales has been found to have a negative impact on long run persistence (see
Yurtoglu, 2004). Export oriented ﬁrms compete in international markets where systematic
forces that erode rents might be stronger than in domestic markets. The age of a company,
93.2 Data description and empirical results
The dataset on company proﬁts for US ﬁrms was compiled using Compustat,
Global Vantage and Moody’s Industrial Manual as sources, and it contains
yearly data on proﬁts for 156 surviving companies for the period 1950-1999.
The sample corresponds to those ﬁrms among the largest 500 US manufactur-
ing companies (in terms of sales) as of 1950 for which a complete time series
on proﬁts spanning the period 1950-1999 existed.6 Proﬁt (returns on assets)
is deﬁned as income over total assets, and throughout the study the proﬁt
rate of company i at time t (¼i;t) is deﬁned as the relative deviation from the
sample mean proﬁt across companies at time t, in order to (at least partly)
avoid business cycle eﬀects. The Compustat variable name corresponding to
the proxy for income is “Income before extraordinary items” and it represents
the income of a company after all expenses, including special items, income
taxes and minority interests, but before provisions for common and/or pre-
ferred dividends. Total assets includes current assets plus net property, plant
and equipment plus other noncurrent assets.
The ﬁrm level data contain the following ﬁrm characteristics used to explain
proﬁt persistence: market share (MS), the volatility of the proﬁt rate (RISK),
the size of the company (measured in the value of assets, ASSETS) and the
growth rate of the company’s sales (GRSALES). The way the ﬁrm character-
calculated as the logarithm of the number of years from its foundation, can account for
life-cycle eﬀects. There are also several variables related to ownership and control that have
been found to be related to proﬁt persistence. Khanna and Rivkin (2001) show that the
business group aﬃliation raises proﬁtability in emerging markets. Yurtoglu (2004) ﬁnds also
a positive impact of the business group aﬃliation on proﬁt persistence. Yurtoglu (2000) ﬁnds
a small but signiﬁcant negative impact of concentrated ownership on the return on assets
of listed Turkish companies. The percentage of equity capital owned by the largest owner
seems to have a negative impact on proﬁtability. Advertising and research and development
set up entry barriers for new ﬁrms and therefore enable high proﬁts for incumbents over
time. Mueller (1986) ﬁnds that mergers have an averaging eﬀect on companies proﬁtability.
Several other examples of ﬁrm characteristics could be given. Unfortunately data for these
variables were not available for the whole time span.
6The sample ends in 1999, as this the year for which data are available for all companies
of the sample. Although Compustat provides information for some ﬁrms until 2005, we
decided to use a balanced sample with the same number of observations for each company.
10istics are calculated is described below, together with the results from some
empirical studies using these variables to explain proﬁtability and proﬁt per-
sistence.
The only industry characteristics for which it was possible to obtain (non
constant) data for a time period of this extent are: concentration (CR4, per-
centage of industry output produced by the largest 4 ﬁrms in the industry),
size (NFIRMS, number of ﬁrms in the industry, VS, value of shipments) and
growth of the number of ﬁrms. These variables are sourced from the Census of
Manufacturing Bulletin, Concentration Ratios in Manufacturing. For the years
1947-1992 a summarized document could be downloaded from the economics
archive of the College of Wooster, Ohio.7 The data for 1997 are available online
at the oﬃcial Census Website.8 From 1997 onwards, the Census data follow
the new NAICS industry deﬁnitions rather than the previous SIC deﬁnitions.
Therefore, the SIC code found in Compustat had to be translated into the
NACIS code using a NACIS/SIC Codes Conversion Table.9 The Compustat
data exist on a yearly basis and the Census data are collected every ﬁve years.
For the industry variables, yearly data were obtained through linear interpola-
tion. In addition to cross-ﬁrm variability, the present study therefore exploits
the time dimension of the variation in both industry and ﬁrm characteristics
for the sample.
Table 2 contains descriptive statistics for the variables used. An interesting
feature is that although the mean and median proﬁt rate are very close to zero,
the median is negative suggesting that many of the companies in the sample
had a proﬁt rate below average. The high volatility of the proﬁt rate in the
last 20 years, mostly caused by the merger wave of the eighties, can be held
responsible for this result. There is also another explanation for this rather
unexpected feature of surviving companies. Mueller (1986, 1990) argues that
if average return contains monopoly rents, then the competitive proﬁt rate
should be below the mean.
7Available at http://www.wooster.edu/economics/archive/indconc.html.The matching
of the ﬁrms to the industries was done using the SIC codes of the companies.
8Available at http://www.census.gov/.
9Available at http://www.loglink.com/sic.asp.
11Our descriptive statistics contain also another rather surprising result. While
CR4 is 42 based on 100, the implied MS is 62. How can one ﬁrm on average
account for a greater fraction of industry sales than the top 4? The answer
lies probably in the fact that our MS measures diversiﬁcation. We will bring
further evidence to sustain this assertion.
Table 2: Descriptive Statistics
Variable Mean Med. StD.
¼it 0.001 -0.033 1.095
CR4 42.382 40.5 19.513
GRSALES 0.095 0.082 0.194
MS 0.621 0.718 0.382
RISK 0.744 0.551 0.584
VS 18385017.8 6916050 36446679.6
NFIRMS 2619.38 655 9046.831
SIZE 6.524 6.557 6.524
¼it=Proﬁt rate, CR4=Percentage of industry output produced by the largest 4 ﬁrms in the
industry, GRSALES=Growth rate of ﬁrm’s sales, MS=Market Share (Firm Sales/Industry
Sales), Risk=Volatility of the proﬁt rate ¼it, VS=Value of shipments classiﬁed in the
industry, NFIRMS=Number of ﬁrms classiﬁed in the industry, SIZE=Size of the Firm
(Logarithm of Total Assets measured in Millions of Dollars).
We estimate equation 4 using the full set of available variables as potential
covariates of the persistence measures. The results are presented in Table 3
for diﬀerent speciﬁcations and correspond to models including only signiﬁcant
variables (insigniﬁcant variables were iteratively excluded from the estimation
































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































13As a reference, the ﬁrst column of Table 3 presents the persistence estimates
resulting from estimating a common AR(1) process to the full panel and the
second panel presents the estimates of an AR(1) model with ﬁxed eﬀects.10
These simple models are relatively successful in explaining proﬁt rate diﬀer-
ences across ﬁrms and in time, but contain no information about the eﬀects
of economic variables on proﬁt persistence. The third column presents the
estimates of a model with ﬁxed industry eﬀects and industry-speciﬁc short run
persistence parameters, coupled with eﬀects of variables at the ﬁrm level. The
fourth column presents the results of the model exclusively with industry and
ﬁrm variables (but without ﬁxed eﬀects).
The last two columns mirror the results in column three and four using the
”classical two-step methodology”. Column ﬁve presents the results of the two-
step estimation using industry ﬁxed eﬀects and ﬁrm variables and column six
presents the results using ﬁrm and industry variables. In general the results
using the two-step methodology are similar but less signiﬁcant. The adjusted
R2 is much smaller and the coeﬃcients either have the same sign but are less
signiﬁcant or are not signiﬁcant at all. There is just one exception: the eﬀect
of GRSALES on ¸ is now positive and signiﬁcant while it is negative and sig-
niﬁcant when using the direct estimation.
It has to be stated that the industry SIC codes might not be a perfect indicator
of industry aﬃliation. Some companies are active in more than one industry
and during this long time period might have changed their main line of busi-
ness. Nevertheless the SIC codes are an indicator of the industry in which the
main production of the companies is at the moment. Mueller (1986) ﬁnds that
roughly 30% of the variance in long-run projected returns was explained by the
industry participation vectors. However, recent empirical evidence of the im-
portance of industry determinants is poor. Yurtoglu (2004) and Gschwandtner
(2005) ﬁnd that industry dummies explain less than 26% of the total variation
in the permanent proﬁts. The reason might be the fact that the competitive
10Panel unit root tests give systematic evidence against the existence of a unit root in the
panel of proﬁt data.
14process is probably far more localized than the three- or four-digit industry
classiﬁcation suggests and of course the fact that industry participation might
have been measured with errors. In our sample, industry eﬀects do seem to
play an important role in explaining diﬀerences in proﬁtability since industry
dummies explain almost 50% of the variation in proﬁts (third column). The
inclusion of industry ﬁxed eﬀects in the intercept and the persistence param-
eter does not aﬀect the results of ﬁrm-speciﬁc variables on proﬁt rates and
proﬁt persistence, as the comparison of column three and four show. This
implies that the eﬀects picked up by the ﬁrm-level variables are not a result
of industry-speciﬁc diﬀerences, but of diﬀerences at the company level. The
fact that the ﬁrm variables analyzed stay highly signiﬁcant when including
industry dummies pleads for the robustness of the results.
As discussed before, the eﬀect of concentration on proﬁt persistence is not un-
ambiguous and depends on the price policy of the ﬁrms in the (concentrated)
industry. In the present study the estimated coeﬃcient of the interaction of
the lagged proﬁt rate with our concentration measure (CR4) is positive and
highly signiﬁcant. This is in concordance with the more intuitive view that
incumbents in highly concentrated industries are able to prevent entry and
therefore seem to enjoy a higher degree of (short and long run) proﬁt per-
sistence. The estimated ceteris paribus eﬀect of CR4 on long-run projected
proﬁts is positive, since the only signiﬁcant eﬀect found for the sample is the
one described above for the short-run persistence parameter.
The eﬀect of the size of the industry (VS and NFIRMS) on short-run persis-
tence appears negative and signiﬁcant. This result is consistent with the result
for concentration and is similar to the result obtained in Mueller (1990) for the
US. Notice that the results for CR4 and the size variables lend support to the
Chamberlinian hypothesis (see for example Scherer, 1980, and Kessides, 1990),
namely that in an industry of small size, ﬁrms are bound to accept their mu-
tual strategic interdependence and therefore maintain oligopolistic discipline.
Given the estimated eﬀects of the size variables on ® and ¸, the eﬀect on the
long run projected proﬁt rate is unambiguously negative.
Turning to ﬁrm-speciﬁc covariates, the impact of the market share (MS) on
15short-run persistence appears positive and highly signiﬁcant, implying that
proﬁt shocks to companies with higher market shares disappear more slowly
than those for ﬁrms with low market share.11 Notice that MS aﬀects the proﬁt
rate negatively through the eﬀect on ®, and that the net ceteris paribus eﬀect
on the long run projected proﬁt rate is actually negative. This implies that
ﬁrms with a high market share converge to relatively lower proﬁt levels. A
plausible explanation for this phenomenon is related to the high correlation
between product diversiﬁcation and market share. The proﬁts of diversiﬁed
ﬁrms may take longer to move to equilibrium values, since it requires move-
ments in many industries. At the same time many studies have found a neg-
ative relationship between proﬁts and diversiﬁcation. The view that focus is
necessary for business success has recently gained quite widespread support in
the international empirical literature. 12
RISK is also a signiﬁcant variable in explaining diﬀerences in the level and
persistence of proﬁts for our sample. The impact of risk on short and long run
persistence is negative and highly signiﬁcant. The result may be surprising if
it is hypothesized that above-normal proﬁts persist because of the existence of
above-normal risks, however, these results are consistent with those reported
in Mueller (1986) and several other empirical studies in the proﬁt persistence
literature. The estimated coeﬃcients of the growth rate of the company (GR-
SALES) has an opposing eﬀect on short- and long run persistence. While the
net eﬀect on long-run persistence is positive, the eﬀect on short-run persis-
tence is negative. The negative eﬀect on short-run persistence indicates that
11Admittedly, the ratio of ﬁrm’s sales to industry sales is a rather poor proxy for market
share, even if commonly used in the literature. Many ﬁrms are diversiﬁed and moreover,
many changed their main products during the 50-years period. Furthermore, if the sample
contains only a few ﬁrms from one speciﬁc industry, their market share might be exagger-
atedly high.
12For example Copeland and Weston (1992) and Galai and Masulis (1976) argue that the
positive valuation eﬀect of combining two ﬁrms with imperfectly correlated income ﬂows, and
so reducing default risk, is illusory and involves changing the relative positions of bond and
equity holders. They show that the value of the company’s equity is therefore consequently
reduced. Levy (1991) suggests that diversiﬁcation may destroy value by inferring with
shareholders’ ability to diversify their portfolios.
16ﬁrms that are growing fast have a low speed of adjustment to the norm.13 The
results for SIZE in the model without industry ﬁxed eﬀects imply that large
ﬁrms converge to relatively higher proﬁts in the long-run.
4 Conclusions
The literature on proﬁt persistence has identiﬁed several variables, both at the
industry and company level, that may help explain diﬀerences in the dynamics
of company proﬁts. In this study, we analyzed empirically the eﬀects of several
company and industry-speciﬁc variables on proﬁt persistence for the longest
sample available of proﬁt data for US companies, spanning data for more than
150 ﬁrms over a period of 50 years. Instead of using the two-step procedure
which is commonly applied in the literature, where time-invariant persistence
parameters are estimated for individual ﬁrms and diﬀerences across these per-
sistence parameters are explained using time-invariant industry and company
variables, we exploit the time dimension in our dataset by estimating an au-
toregressive speciﬁcation with interaction eﬀects in the persistence parameters.
We ﬁnd signiﬁcant eﬀects of concentration and industry size which conﬁrm
the Chamberlinian hypothesis, that predicts more proﬁt persistence in rela-
tively small and concentrated industries. At the company level, proxies for
market share, ﬁrm growth, ﬁrm size and proﬁt volatility appear as signiﬁcant
determinants of short and long run proﬁt persistence.
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